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29. CLECs have become marginalized because they do not own the strategic assets
necessary to compete. and must instead rely upon the ubiquitous Bell network. a network that
remains largely closed to new entrants, Sections 251 and 252 notwithstanding. There has b+¢n
carnage among CLEC stocks. and numerous competitive LECs have filed or ar2 on the verge of
filing for bankruptey.** From a financial perspective, many CLECs operating within the District
are experiencing a major economic downturn. The optimistic tone of Ms. Johns' declaration
would have one believe that CLECs arc stronger than they have ever been in their ability to

capture market share. when in factjust the opposite istrue.

30. CLECs have continued to have financial difficulty in producing revenues as well as
obtaining financial suppon. This situation is reflected in a May 8,2002 Morgan Stanley Dean
Witter report. in which the analysts note that **revenue growth continues to be impaired by
disconnects and bankruptcies.™® In addition. the analysts state that, *‘{w]e are cautious on
compeuive services. Our industry weighting is due to the over-leveraged balance sheets, lack of

profitabiliny and execution difficulties endemic to the group.™

43, In addition to the carriers noted earlier in my testimony. the lengthening list of CLECs
that have filed for bankruptcy protection during the past two years also include notable carriers
such as McLeod. Intermedia. Global Crossing. GST Telecomm Inc.. Net2000 Communications,
G Communicationsand Winstar. According to the Wall Street Journal, there are only 80
CLECs :n operation today. down from 330 at year-end 2000. See ""FCC's Powell Says Telecom
‘Crisis” Mav Allow a Bell to Buy WorldCom." Wall Street Journal, July 15.2002, at Al,
prov ided in Attachment OPC A-3.

4o Morgan Stanley Dean Winer. Equity Research: North America, Industry: Competitive
Communications Services. Time Warner Telecom. May 8.2002. at 1.
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31. The sharp drop in CLECs' overall market capitalizations over the past few vears lends

further support to the notion that CLECs face a serious uphill battle with respect to gaining share

in the local exchange markets. AS illustrated in Table 2, many of the carriers identified by Ms.

Johns that still provide service have experienced a precipitous drop — in the range of 86% — in

stock price and market capitalization over the past 36 months.

TABRLE 2
CLEC Markat j
Septermber 30, 1999 Septerrber 24, 2002
in Milions - In Villions
% Change
Shares Shares from
Stock | Out- Out- A0 to
Aoetphea 32800 5142 3143967 Filad for chaper 11 on ane 25, 2002 al
Alegance 5300 64. $408648{8 080 12340 $ 111.10 7%
AT&T Cop $4744] 310663 S15150286(S 1195 3850001 46.000.00 -TO%
Commonweaith Tele | $44.00 211 RIS BE 2350 S 821.80 -16%
1 Connecov $10.63 il $171258|§ 2533 8380 $ 2.250.00 31%]
: CoreCam $37.19 72.05) £267943| Dehsted from Nasden as of June 2002 /al
I CTC Communicaors | 51644 14,55 21245 012 2740 S 328 -99°%)
cTC $47.00 19.83 8B4 1410 18.70 $ 26330 T
Interredia $25.00 50.99 $1.274.64 Accpared by WorldCom as of 8801 wa
Foca 2394 60.65 $145172{8 050] 494/ $ 247 10094
Gonal Crossing $650] 79477] S21.08142| Fiedfor chapter 11 on Janusry 28, 2002 s
GST Telecomminc $7.08 N $265.18 | Filed for chapter 11 on May 17, 2000 nal
Nortreot 2431 12524 $3.044.88 |  Fired for chapter 11 on January 16, 2001 nal
ICG Canmuncaions | $1556| 474 $736.77 | Faed for chapter 11 on Novermier 14, 2000 nal
level 3Communcanons | $S222| 108  $1781058|8 368 40540 S 1,50000 A%
Werideom $7683| 18302 $144.54184 Filedt for chapter 11 onJuly 21, 2002
RON $49.60 7%.18 37854218 068 10870 $ 74.60
Sonre $5425| T7BS521] S$42577.3%(S 85 g70.00( $ 9,380.00 -
Trrme VAamer 2088 10454 RI1L75]5 095 114800 $ 100.10 £5%
. Wnsa Camminc | $3906]  54.98 214583 Filed for chapter 11 on Apnil 18, 2001 nal
| XO CormiNexel $5138| 31545 $193084|  Filed for chapter 11 on June 17, 2002 al
Total LEC $423.918.84 | {$  GOASSTS -u;ﬂ
[Source camer 10Q reports. wwww: thechgest corTystooks/
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32. A similaranalysis of stock performance for companies in the telecommunications sector
has been undertaken by TR Daily. Initiated in November of 2001 with a baseline value of 1.000.
the publication developed atelecom index composed of telecom service provider and equipment
supplier stocks. Since that time. the TR Daily index has demonstrated similar large drops in
value: As of September 24.2002, the index had dropped to 519.83, which correlates to a 48%
decrease in the past ten months alone.® By comparison, the Dow Jones industrial Index had
dropped by only 17% and the broad market S&P 500 had dropped by 24%* over that same ten

month period.

33. The dramatic decreases in CLEC share prices indicate that (1) investors have less
confidence in these companies' ability to succeed with business plans premised upon competing
with JLECs: and (2) the companies themselves now will have much more difficulty attracting
capnal with which to pursue their business plans. Telecommunications is an industry requiring a
substantial amount of up-front investment. and a lack of capital with which to pursue market
eminn will surely adversely impact a carrier's ability to gain market share. and may well drive
some companies out of business or into Chapter | 1. In fact. industry officials state that

"Telecom firms have run up total debts of around $1 trillion." and that the telecommunications

48 Telecom Woes Hit Hardier Stocks. TRDaity Telecom index Falls 1.5%,”™ TR Daily,
September 24, 2002

49 hop finance vahoo.com/q?d=t&
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industry ""facesyears of painful reorganization. asthe oversupply of capacity built during the

boom years is brought into line with demand. and the mountain of debt is restructured.™*¢

34,

Approval of Verizon's entry into the long distance market prior o the development of

effective. price-constraining competition In the local marker ¢xposes consumers and competitors

in the District to several serious risks that this commission should consider when determining if

Verizon entry into the District's interLATA market would further the public interest:

(1

(2

The risk that in the District. as in other Verizon in-region areas. Verizon will engage in
anticompetitive behavior using the Verizon local monopoly legacy customer base te
cross-subsidize its long distance offerings. This behavior harms local service customers
and gives Verizon Long Distance an unfair advantage when developing long distance

pricing plans.

The risk thai — over and above the continued monopolization of the loca/ market =
Verizon would be able to utilize itsjoint marketing relationship to extend its local
monopoly into the adjacent long distance market. thus reducing the level of competition

ihar presently prevails with respect to long distance service;

The risk that the "incentive'* for Verizon to open its market to competition, currently
provided by the Section 27 ""carrot.” will evaporate if interLATA authority is obtained.

Thus. the Company may "*backslide." slowing or reversing altogether the market-

50 "The great telecoms crash®. The Economist, July 20.2002, at 9.
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(4)

opening measures it had pursued in order to satisfy the Section 271{c}¥2)(B)
~competitive checklist." unless the Commission adopts effective self-enfarcing
mechanisms that provide an ongoing incentive for Verizon to remain in full compliance

with all checklist items: and

The result: Entry by new carriers into the District's local market would b discouraged.
existing competitive local service providers (CLECs) would exit the market. long
distance carriers would also exit the market as Verizon's long distance market share

grows. and prices for both local and long distance service would inevitably increase.
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SECTION 272 SEPARATE AFFILIATE REQUIREMENTS

Recognizing thst satisfaction by a BOC of the 14 peint “competitive checklist™ does not by
itself diminish the BOC’s market power with respeet to local and aceess services, Congress
has required thst following Section 271 approval 2 BOC operate its in-region long distance
business out of a structurally separated affiliate, and sdopted a frve-part code of conduct
delineating permissible interactions between the BOC and the long distance entity.

35. Even in the event that the FCC ultimately determines that Verizon DC has satisfied all
of the 14 requirements of Section 271(¢)(2)(B). that does not imply that the Company no longer
possesses market power in the DC local service market. In fact, there isno “market power test”
in either Section 271 or in the FCC*s rules implementing it. As such, a determination that a
BOC satisfiesall 14 “checklist” elements and. based thereon, a grant of in-region long distance
entn .mas not be construed as indicating anv diminution of the BOC*s market power with

respect o local and access services.

36 Indeed. Congress clearly recognized that a BOC would retain substantial local service
marker power when first entering the long distance market. Congress therefore imposed a
number of additional requirements governing the BOC*s conduct as both an incumbent LEC and
a long distance service provider. Specifically. Section 272 requires that, for at least three years
following its entn into the in-region long distance market in any state and longer if extended by
the FCC. the BOC (1) operate its long distance business out of a structurally separate affiliate,
and (2) established a specific code of conduct to govern the interactions between the BOC ILEC

entity and the long distance affiliate.

34
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37. The purpose of the Section 272(a) separate affiliate requirement and the Section272(b)
code of conduct was and is to forestall the potential for discriminatory and anticompetitive
conduct arising out of the ability, as an economic mattet, for the BOC to extend its market power
in the local telecommunicationsmarket into the adjacent long distance market?" In making s
determination as required by Section 271{(d)(3)(C) that “the requested authorization is consistent
with the public interest, convenience. and neeessity,” the Commission should determire that
Verizon will be in compliance with the separate affiliate requirements of Sections272(2) and (b).
The Commission should make that determination in the context of the history and background
that gave rise to the separate affiliate requirement in the 1996 federal legislation. That history
begins with the US Department of Justice's 1974 antitrust case against the pre-divestiture Bell
System"* in which the Dol alleged. inter alia. that the Bell companieswere using their local

service monopoly to prevent competition in the adjacent long distance market.

38 The Modification of Final Judgmen: (" MFJ )the 1982 Consent Decree under which . .
the former Bell Svsiem was broken up and the Bell Operating Companies ("BOCs'") were
divested from AT&T.* prohibited the divested BOCs from offering interLATA long distance
services. As | discussed earlier. this structural remedy was adopted in order to prevent the BOC

local service monopolies from using their monopoly market power in the local services market to

31 Conference Report onS. 652, Telecommunicationsder 0f1996 (House of
Representatives- February 01.1996) Congressional Record. HI171.

32 Unuted States v. Western Elecrric Company. Ine., et al., Civil Action NO.74-1698
(D.D.Ca

$3. Unued States v Western Electric Company, /nc.. et al. opcit., footnote 6.
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block competition in the adjacent long distance market. Since the BOCS were themselives
precluded from providing long distance services. they were made to t< indifferent as to which
long distance carrier their customers might individually select. Section 271 replaced the MRJ
long distance "line of business™ restriction with a proeess by which BOCS could enter the *in-
region'* long distance market, provided that they implemented a series of specific measuresthat

would have the effect of irreversibly opening their previously monopolized local telecommuni-
cations markets to competitive entry. To the extent that the local market itself becomes compe-
titive. the BOCs' ability to exert market power in the adjacent long distance market would b¢
attenuated Conversely, if a BOC such as Verizon is allowed to offer in-region long distance
service in a less-than-fully-competitive local market;, then the BOC would have the ability
engage in precisely the same type of anticompetitive conduct that the A7/ was intended to

prevent

iy Interactions between the structurally separated BOC and long distance entities with
respect lo the use Or provision of common or shared resources must conform to a set of five
conduc: provisions Set out at Section 272(b), which require that the BO Cs long distance

affiliate
(11 shall operate independently from the Bell operating company:
{2+ shall maintain books. records. and accounts in the manner prescribed by the

Commission which shall be separate from the books. records. and accounts

maintained by the Bell operating company of which it isan affiliate;
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(3) shall have separate officers. directors. and employees from the Bell operating

company of which it is an affiliate:

(4) may not obtain credit under any arrangement thatwould permit a creditor.

upon default. to have recourse to the assets of the Bell operating company: and

(5) shall conduct all transactions with the Bell operating company of which it isan
affiliate on an ann's length basis with any such transactions reduced to writing

and available for public inspection.

40 What Congress has done is to create a transition between the outright prohibition of
long distance entry that had prevailed under the MRJ with a transitional separate affiliate
mecnamsm that could be extended by the FCC beyond the minimum three-year period.”* so asto
provide safeguards against BOC anticompetitive conduct that had been unnecessary under the
pre-1996 MF 1 "line-of-business™ outright prohibition against long distance entry.* The Section

272w and (b separate affiliate requirements serve two separate objectives:

(11 By requiring that the long distance affiliate **operate independently" vis-a-visthe BOC
ILEC entity. the BOC s limited as to the extent to which it can confer any unique

competitive advantage. arising from its incumbency and certain potential economies of

347 LUS.COE272DA ).

55 See footnote 52. supra.
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network integration. upon its affiliate long distance entity to the detriment of

nonaffiliated IXCs: and

(2) By requiring that the details of inter-affiliate transactions and transfers of assets and
services be made at fair market value, posted on the BOCs website. and uttimately
subject to periodic audit. BOC conduct that is inconsistent With the statute is made more
easily detectible than it would be if the BOC were permitied to conduct its Jargely

monopolistic local and competitive long distance businesses on a fully integrated basis.

41. In its comments to the FCC. Veriron (for the first time) advanced its position that the
Section 272 sunset provision applies on an “all or nothing"* basis: that is. if the 3-year sunset is
permitted in New York. then the separate affiliate safeguards would cease to apply in alf Verizon
states. regardiess of whether or nor each state has even obtained inter LATA authorin:® If the
FCC adopts Verizon's interpretation of the federal statute. and absent an extension of the current
tnree-vear sunset. then Verizon would have no obligation to abide by any of the safeguards
included in Section 272 for anv of its BOCs 1n any Verizon states after December 2002, This
would. of course. include Verizon DC. As such. this Commission would loose a valuable tool

for exposing cross-subsidization and other anti-competitive activities.

42 If Vierizon's position in current FCC proceedings is adopted. the District will not benefit

from even this superficial separation between the Verizon local services and the long distance

56. in rhc Matter of Section 271(f)(1} Sunset of the BOC Separate Affiliate and Related
Requirements. WC Docket No. 02-112. Comments of Verrzon,August 5,2002, at 3-8,
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offerings. On May 24. 2002. the FCC issued a Notice of Proposed Rulemakingm WC Docket
No. 02-112 regarding the sunset of the separate affiliate “transitional™ requirements under
Section 272 as they apply to Bell Operating Companies.”” Through the Notice. the FCC seeks
comment on (I ) whether the structural safeguards put in place should b¢ extended beyond the 3-
year period identified in the statute. and (2) whether any alternative safeguards should be put in

place in states where the statutory requirements have sunset.*

43. Transactionsand other interactions between the state-regulatedBOC ILEC entity and
the Section 272 long distance affiliate will necessarily have an impact upon the financial condi-
tion of the regulated entity. State commissions have long been concerned with inter-affiliate
transactions involving utilities subject to their jurisdiction. The five elements of the Section

272(b) code of conduct clearly address these types of concerns.

44 The FCC has recognized and acknowledged that. where the policies of a state place
more stringent competitive requirements on a BOC than those of the federal statute or the FCC.
the Swle has rhe authority to enforce those requirements. TA96 confirms that states have

authoriiy bevond the requirements of the federal! 4ct. Section 253(b) states:

37, In the Matter of Section 271(fi(1) Sunser of the BOC Separate Affiliate ond Related
Reaurements. WC Docket No. 02-1 7. Notice of Proposed Rulemaking, 17 FCC Red 9916
(20021 (" Nonee™).

58 Nonce. 17T FCC Red 9917
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(b) STATE REGULATORY AUTHORIT(- —Nothing in this section shall
affect the ability of a State to impose. 0n a competitively neutral basis and
consistent with section 254, requirements necessary to preserve and advance
universal service, protect the public safety and welfare, ensure the continued
quality of telecommunications services, and safeguard the rights of consumers.

The FCC has found. in the Non-Accounting Safeguards Order, that a state Commission has the
authority to impose on BOCs seeking 271 authority any requirements it deems necessary shon of

denial of entn into the interLATA market.*

45. One such “requirement™ necessary to preserve and advance universal service, protect
the public safety and welfare, ensure the continued quality of telecommunications services, and
safeguard the rights of consumers” concerns the treatment of Yerizon customerswhodonotp y
amounts billed by Verizon on behalf of long distance carriers. It is my understanding that under
current PSC rules. Verizon is prohibited from disconnecting the customer‘s basic local exchange
senice inthe case of such non-payment.®® Verizon may. of course. disconnect the customer’s
service in the event of non-payment of Verizon's charges. If Verizon were to integrate its long
disrance and local exchange services businesses into the Verizon DC entity, then charges for
Verizan long distance services would no longer be on behalf of a separate entity (i.e., Verizon
Long Disrance). but would instead become Verizon DC charges. If. under these circumstances,

Verizon DC were to acquire the ability to disconnecta customers local service for non-payment

39. hon-Accounting Safeguards Order. 1| FCC Red 21929.

60. Formal Case No. 988. In the Moiler of Developmen: of Universal Service Standards and
tne Lmiversal Service Trust Fund of ihe Disrriri. and Formal Case No. 962, In the Matser of the
Implementation of ihe District of Columbia TelecommunicoiionsCompetition Act of 1996 and
Implemeniation of the Telecommunications Acr of 1996.
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of a Verizon long distance bill, Verizon DC (as a long distance provider) would be sequiring a
significant competitive advantage over nonaffiliated 1XCs, whether or not those Carriers utilize
Verizon's billing and collection services. This disparity-in treatment should not be permitted.
and the Commission should require that Yerizon treat its own long distance customers in exactly
the same manner as it is required to treat competitor customers with respect to disconneetion of

service for non-payment of long distance charges.

46. The FCC's Nan-AccountingSafeguards Order clarifies the intent of the 1996 Act and
gives the FCC full authority to grant rights of enrry interLATA authority, including intrastate
intetLATA authority:

In this regard. based on what we find is ¢lear congressional intent that the

Commission is authorized to make determinations regarding BOC entry into

interLATA services. we reject the suggestion by the Wisconsin Commission

that. after the [FCC] has granted a BOC application for authority under section

271, astate nonetheless may condition or delay BOC entry into intrastate

interLATA services.®
However. while the FCC affirmed its authority to grant intetLATA entry, the Wisconsin
Commission’s concerns as presented in its reply comments in the Non-Accounting Safeguards
proceeding "'respecting universal service, public welfare. service quality and consumer

safeguards. or section 271(c). respecting state advancement of competition beyond federal

minimums.”*** were not dismissed. Instead. the FCC expressly held that *‘a state would retain

61 Aon-Accounting Safeguards Order. |1 FCC Red 21929, footnotes omitted.

62 In the Matter of Implememation Of the Non-Accounting Safeguards oF Sections 271 and
(continued...)
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authority to enforce obligations relating to a BOC's provision of intrastate interLATA service,
such as those identified by the Wisconsin Commission, through mechanisms other than denial or
delayed of [sic] entry into the intrastate intetLATA market.™® Thus, all suthority in limiting or
placing obligations upon BOC provision Of intrastate intetLATA service remains with the state.
and it is the duty of the state commission to consider whether additional restrictions on Verizon's
activity are necessary to protect competition in the local and intrastate interLATA market. Of
course. due to its unique geography, no intrastate interLATA calls can originate from DC.
Nevertheless. the DC Commission retains authority with respect to the operation the Yerizon
Bell Operating Company's local service inthe District.  Where this Commission finds the
potential for and evidence of local service being used to cross-subsidize competitive long
distance offerings. the proper allocation of revenues and expenses between competitive and non-

competitive services is squarely within the DC Commission's jurisdiction.

+7 The Congressional purpose for the separate affiliate requirement is not served if all that
tne requirement entails are nominal bureaucratic constructs easily "'satisfied"'by the BOC and its
272 affiliate by merely maintaining facial separation. Yet on the basis of the affiliate agreements
entered mto by Verizon and its Section 272 Affiliates. the pricing plans offered by Verizon Long
Distance. as well as the reponed results of the first Verizon New York 272 Audit. it is now

evident that Verizon seeks to interpret and to apply the separate affiliate requirement in precisely

62 ( continued)
272 ot the Communications Act of 71934, as amended. CC Docket No. 96-149. Reply Comments
o tne Fublic Service Commission ofF Wisconsin. at 7.

6> Non-Accounting Safeguards Order, | | FCC Red 21929, footnote 97.
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that superficial a manner and. wherever possible. to conduct the various inter-affiliate business

transactions and relationships as if the separate affiliate requirement did not exist.

48. By ignoring Section 272 in practice. the BOCs are able to render meaninglessthe
crucial safeguards provided by the statute. As | have previously noted. the purpose of the
Section 272¢a) separate affiliate requirerment and the Section 272(b) code of conduct was and is
to forestall the potential for discriminatory and anticompetitive conduct arising out of the ability.
as an economic matter, for the BOC to extend its market power in the local telecommunications
marker into the adjacent long distance market. Prior to granting any BOC's application for
Section 271 authority, the FCC found that Section 272 contains all the necessary elements to
constrain BOC exercise of this market power? however, empirical evidence from states with
Section 271 approval indicates that. as currently applied. Section 272 fails to prcvent diserim-

manon and anti-competitive conduct by the BOC on behalf of its long distance affiliate.

4v  Assuming that the FCC does not adopt Verizon's 272 ""BOC by B O C Sunset position
thrs Commission will have ongoing authority to review and evaluate the measures taken by
\ erizon 1o compls with the Section 272 safeguards. As a means for ensuring that a BOC main-
tains the appropriate competitive safeguards afier receiving Section 271 authority, the Aer sets
out various structural and procedural requirements at Section 272. Enforcement of these safe-

guard>.provided for under Section 272(d), requires ajoint federal/state biennial audit. The Aet

6 in the Matier of Regulatory Trearmen: of LEC Provision of /nterexchange Services
Csrrginating in the LEC s Local Exchange Areo and Policy and Rules Concerning the Interstate,
Interexchange Marketplace, CC Dockel No. 96-149. 96-61, Opinion. Rcl. April 18, 1991, 12
FCC Red 15756. 15763.

43




[

L

"

DC PSC Formal Case No. 1011 LEE L. SELWYN Exhibit OPC (A)

specifically requires that. when reviewing the audit. the states consider “particular)y whether
such company has complied with the separate accounting requirements under subsection {(b).™"
Considering this Commission's authority in reviewing Section 272 compliance two years from
now (in the event that Verizon obtains Section 271 authority at thistime). the Commission needs
to consider. ar this time. Verizon's plans for compliance with the requirements of Section 272 as
these will apply during the time period between now and the completion of the first biennial
audit. Verizon DC should not be allowed a ““free ride** during the critical first years of its
interLATA operation, at most promising some son of vague after-the-factcompliance in its

dealing with those CLECSs that are by that time still active in the market.

50. Section 271 approval in other Verizon states does not indicate that the Company has
satisfied the requirements of Section 272. The federal statute states that to receive long distance
authority . the FCC must be convinced that the BOC wi/! apply the separations requirements of
Section 272 * ThiS rren: is then tested by the Biennial Audit. and it is the opinion of the
1egerai-stale joint review of the audit repon that determines whether the BOC is 17 faet in
compliance with Section 272.*" The factual evidence presented by the Verizon audit report for

Nese York 1s rhus more probative as to Verizon's actual practices and more applicable to this

65 47 C.S.C. §272(d)(1).
66 47 L.S.C. §271(d)(3)B)

67 The FCC states that *... the audit 1s being conducted to satisfy the Commission and the
state public service commissions that the prescribed non-structural and accounting safeguards
have been implemented and are working." Accounting Safeguards Order, 11 FCC Red 17630.
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proceeding than any prior claims that the FCC has “previously approved” the Verizon

implementation of Section 272.%

5}. This Commission must ensure that Verizon DC does not go the way of the other
Verizon operating companies and allow it to circumvent the Section 272(b) requirement through
superficial measures to comply with the separations requirements. Absent proper compliance in
the manner intended by Congress and the FCC. consumers and competitors will have no

protection against anticompetitive conduct on the part of Verizon.

52. By its decision not to include a specific Section 272 compliance plan as pan of its
Section 271 application in DC. Verizon has obviously sought to sidestep this issue. However.
despite Verizon's silence. there is in fact significant evidence upon which this Commission can

draw regarding Verizon's implementation of Section 272.

3> wverizon has gained Section 271 authority in eight in-region states. Verizon received its
Secuon 271 authorit) in New York approximately 33 months ago. Verizon's other applications
to the FCC have specifically represented that Verizon intends to comply with Section 272 in the

same manner as has been accepted in other Verizon states.** Veruon has indicated that it intends

6h In response to OPC 1-8. Verizon DC confesses that *'in order to demonstrate its future
compliance with section 272. Verizon DC expects that it will provide a declaration similar to the
one that 1t has filed in other states ~

69 Sec c.g Application by Verizon New England for Authorization to Provide In-Region,
InterLAT.4 Services in Massachusetts. CC Docket No. 00-17¢ (filed Sept. 22, 2000) at 55-58;
\ erizon Massachusetts | Browning Decl. at paras. 7. 10{b). 10(¢). 1}, 12(a), 12(b), 12(c), 13, 14,

{continued...)
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to make the same statement for DC when filing with the FCC.™ Vcrizon has stated that it IS its
policy to enter into global contracts for services between the Verizon operating companies and
Verizon Long Distance, filling in the details for a specific jurisdiction when Vcrizon‘s appli-
cation is granted. Thispractice clearly indicates the Verizon intends to contract for the same
services. under the same terms and conditions. in DC as in the other Verizon in-region states.
The Commission should therefore consider evidence of Verizon's conduct in otherjurisdictions

as indicative of Verizon’s plans for the District.

54. The timing o f Verizon’s DC application affords this Commission the opportunity to
examine not just a promise to implement Section 272 inthem e manner as in all other Verizon
stares. but also to examine the effectiveness of that implementation. In February of this year,
Verizon New York filed its unredacted Section 272 Audit Report as required by Section 272(d).
Unfortunately and as a result of specific actions by Verizon with respect to the release of the
New York audit repor. 7' it is extremely unlikely that the proceeding to review the first Verizon
New Y ork audit will be completed by the time Verizon files its second Audit report.

Considering these delays in implementing Section 272 through the Audit proceedings. this

B89 (...continued)
22.26.29 & Anachmenis BL.D.F.G. H. K.J. M_P.2.

70 Verizon DC response to OPC 1-8

71. The FCC has ordered that the first audit should be conducted during the first year of &
state s Section 271 authority. In rhe Matter of Accounting Safeguards Under the Telecommuni-
canons Act of 1996, CC Docket 96-150. Order, January 10, 2002. However, Verizon’s filing of
a redacted version. followed by its delay in responding to requests that the unredacted report be
made available either publicly or under protective agreement. culminated in an FCC QOrder
forcing Verizon 1o make public the unredacted report.

SiEG s, S e
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Commission should give ¢ffect to the New York audit report and to other information regarding

Verizon’s inter-affiliateconduct in New York in assessing Verizon‘s potential conduct in DC.

55, Based upon the various Verizon Section 272(b)(5) affiliate transaction postings and
service offers provided on the companies’ website™ and the first Verizon Section 272 Audit
repon for New York.™ it is apparent that the various interactions between the BOC and the
Section 272 long distance affiliate raise serious questions as to the actual, de facto extent of
“separation‘that prevails in practice as between the two supposedly separate corporate units. A
significantportion. although by no means all. of these interactionsrelate in Some manner to
activities associated with the “‘jointmarketing,”joint account administration, and combined
billing of the BOCs* local and long distance services. Each of these activities is undertaken by

the BOC and its affiliate as if, for all practical purposes, Section 272 did not exist.

Verizon has failed to comply with the specific requirements of Section 272(b) witb respect
to activities involving the “joint marketing” of local and long distance services.

56 A BOC’s ability to engage in joint marketing of its own local services with its affiliate’s

long distance service is found at Sections 272(g)2) and (3) of the 19% Acr:

72, hnprwww verizonld com/regnotices/index.cfm?QrglD=1, accessed 9/25/02

75. in the Matter of /mplementation of the Telecommunicarionsder of 1996: Accounting
Sateguards tinder e Telecommunications Act of 1996, CC Docket NO. 96-130, Reports of
Independent Accountants on Applying Agreed-Upon Procedures, prepared by
PricewaterhouseCoopers LLP. filed June | 1.2001 and June 18,2001 (“New Yok 272 Audit

Report ™)
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272(g)(2): BELL OPERATING COMPANY SALES OF AFFILIATE
SERVICES- A Bell operating company may not market or sell intetLATA
service provided by an affiliate required by this section within any of itsin-
region States until such company is authorized to provide intetLATA services
in such State under section271(d).

272(g)(3): RULE OF CONSTRUCTION- Thejoint marketing and sale of services
permitted under this subsection shall not be considered to violate the
nondiscrimination provisions of subsection (€).

The -.nondiscrimination provisions” being referred to here are found at subsection (¢)( 1) of
Section 172:
(¢} NONDISCRIMINATION SAFEGUARDS- In its dealings with its affiliate
described in subsection (a), a Bell operating company--
{1) may not discriminate between that company or affiliate and any other entity in

the provision or procurement of goods. services, facilities. and information. or in
the establishment of standards.

But subsection 272¢c)(2}. which is nor superseded by subsection 272(g)(3) (which refers
specificaliy o “the nondiscrimination provisions of subsection (c)”) and thus appliesto all joint
marketung activities as well. states that a Bell operating compan)

{2y shall account for all transactions with an affiliate described in subsection

(a) in accordance with accounting principles designated or approved by the

Commission.
The Telecommunications Acr thus does not so much permir BOCjoint marketing of its affiliate’s
long distance service after having received Section 271 authority, but rather does not expressly
prohibit it Kather. the Acr merely sanctions the operation of a BOC. having satisfied the

requirements of Section 271(c). to enter into the long distance arena and tojointly market its
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(local) services with the long distance services being offered by the Section 272(a) affiliate.
subjectto all of the separate affiliate provisions set forth at Section 272(b). Nething in
subsection 272(g)(3) in any way exempts Ferizon or its Section 272(a} inmterLATA affiliate
VerizonLong Distance from the requirements of Section 272(b) with respect to am: “Jjoint
marketing "~ activities. As such. all joint marketing activity must be performed on an *‘arm'’s
length™ basis. and the long distance affiliate must pay the BOC fair market value for all joint

marketing services.

57. Disclosures and postings that Verizon has been required to make with respect to Section
272(b) affiliate transactions confirm that. in other jurisdictions. Verizon does not pay fair market
value forjoint marketing services. According to Verizon's Section 272(b)(5) disclosures.
\erizon Long Distance's ""payments’*to Verizon New York for customer acguisition/joint
marketng Servicesare only $7.71 per contact.” Verizon Long Distance has already contracted
with Verizon DC for Verizon DC to perform joint marketing for business customers for between
$118 07 and $2.464.95 per sale (price depends on service sold).”" The magnitude of such
pavments 1s woefully shon ofthe fair market value of these services and ofthe customer

information that 1s being beneficially furnished by the BOCs to their affiliates.

74 hup:www verizonld.com/pdfs/Exhibit46zh Amendment 34 pdf, accessed 09/25/02.

7% Verizon Long Distance has contracted with Verizon DC for the BOC to provide “sales ,
(rderine and Customer Inquiry Service for cenain large business services. These services
include "sales negotiation and acquisition: account planning, all presale customer meetings,
strategy Sessions. and solutions design: costs of custom bid development and presentation;
service order processing: systems maintenance for ordering, pricing, electronic product
reierences: verification of product availability: error correction for orders; and sales retention
attempls © Sec hup://www verizonld.com/pdfs/imaam38vid) Rates pdf.
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58. Currently. Verizon improperly prices joint marketing services (including businessjoint
marketing services already under contract in DC)™ using Fully Distributed Cost methodologies
instead of Fair Market Value. The Section 272 Audit of Verizon New YOrK revealed that
Verizon made no atternpt to estimate a fair market value for its inbound channel.”* despite the

Commission's explicit requirement that the BOCs do so:

While we decline to specify the methodologies that carriers must follow to
estimate fair market value, we do setthe baseline for a good faith
determination of fair market value by requiring carriers to use methods that are
routinely used by the general business community. For example. when carriers
can estimate the market value of transactions using independent valuation
methods. carriers should apply such methods to ascertain fair market value.
Depending on the type of transaction. examples of methods for determining
fair market values for both assets and services include appraisals. catalogs
listing similar items. competitive bids. replacement cost of an asset. and net
realizable value of an asset. We agree with GTE that salesto third parties can
provide a benchmark and we conclude that if salesto third parties of a product
at a particular price generate large revenues then the sale price is strong
evidence of a good faith estimate of fair market value. When situations arise
involving transactions that are not easily valued by independent means. we
require carriers to maintain records sufficient to support their value
determination. Specifically. the valuation method chosen by the carrier must
succeed in capturing the available supporting information regarding the
transaction and must utilize generally accepted techniques and principles
regarding the particular type of transaction at issue. We note that nothing
discussed here exempts carriers from their statutory obligation under section
220¢cy 10]justify their accounting entries." "

70 Id
"7 New York 272 Audit Reporr. Appendix A. at 21

78 Accounung Safeguards Order. || FCC Red 17610.

50




DC PSC Formal Case No. 1011 LEEL. SELWYN Exhibit OPC (A)

Instead of conducting the required study and estimating the inbound channel’s value. Vertzon
presented the Section 272 Auditors with a letter statingthat "FMV could not be obtained for
these services.”” Vcrizon fails to explain why it did not obtain an estimared fair market value

for these services.

59. Verizon can certainly estimate a fair market value for joint marketing services. In fact.
Bell South has attempted to do so in its inter-entity pricing.* In shor, the “fair market value* of

an asset or a service is what the buyer of that asset or service would be willing e pay to acquire

79. Verizon Communications Inc. Section 272 Biennial Agreed-Upon Procedures
Engagement. filed in the Matter of Implementation of the Telecommunications Act of 1996:
Accounting Safeguards Under the Telecommunications Act of 1996, CC Docket No. 96-150,
Filed February 6.2001. Appendix A at p. 21.

80. Marketing and Sales A greement Between BellSouth Telecommunications, Inc. and
BellSouth Long Distance. eff. 5/2/02. Schedule A. Section 5.1.. available at
hnp:*'belisouthcorp.com/policy/transactions/ms5202.pdf. accessed 09/25/02. Bell South charges
BellSouth Long Distance the following for joint marketing services:

L:niess otherwise specified in this Schedule A. the price for all functions and services
specified by this Schedule A is as follows: ten percent (10%) ofthe amounts billed to end
users of BSLD's Products and Services sold by BST pursuant to this Agreement. Such
hilling ma: be done either through BSLD as a Billing and Collections clearinghouse
customer of BST. or otherwise through BSLD directly or through any other party or means.
Such billing shall. however. be net of billing adjustments Universal Service Fund charges
and other similar charges. For purposes of this Section, the term “Billing Adjustments” shall
be defined as amounts related to the rcissuance of incorrect bills. and shall not include
adwstments for fraudulent charges. uncollectibles. or net bad debt.

Atthough BellSouth claims to price joint marketing services based on fair market value
methodologies. 1 have not had the opportunity to examine these studies or the amounts paid by
BellSauth Long Distance to BellSouth. and therefore cannot be sure that the amount contracted
lor represents a valid estimate of fair market value. BellSouth, however. has clearly found it at
least theoretically possibk to apply a fair market value to joint marketing services, which
Verizon has maintained is impossible.
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1 it. not what the seller incurs to produce it. That amount. in turn. will be dictated not by the

tJ

seller's cost. but by what the buyer would have to spend to acquire the item in some alternative

manner Inan "‘arm's length” transaction. the seller would base its price to the buyer not on the

(W3]

4 seller's cost. but on the buyer’s willingness to pay. Acceptance by Verizon DC of a payment
5 from Verizon Long Distance that is anything less than Verizon Long Distance's "*willingness to

6 psv’ amounts to nothing shon ofan outright cross-subsidy flowing from the BOC to the 272

7 affiliate
8
9 60. As the California PUC noted. maintenance Of separate affiliate requirements is critical

10 to the CPUC"s ability to detect and ultimately remedy such practices:

12 ... Pac-West/WA s costing discussion and comparison regarding the proposed
13 loint marketing plan demonstrates cross-subsidization, may exist, [sic] and we
14 find it very troubling.

N

16 Accordingly. we will require Pacific to carefully track the time its customer
17 representatives spend marketing PBLD's services regardless of whether the
18 marketing was successful or not. and to routinely re-examine and report this
1o cost element in its affiliate transaction rzport each year. As our confidence in
20 non-structural safeguards has waned significantly over the past years, we will
2} request Commission staffto audit Pacific's joint marketing arrangement with
22 PBLD as part of its next schedule audit in compliance with Section 314.5 and
23 797 "% At a minimum. we would expect this audit would verify the

29 creditability of Pacific's time records and resulting cost allocations to PBLD.
23 We will require Pacific to pay for all costs associated with this audit (and

26 allocate them appropriately to PBLD). including reimbursements to the

27 Commission for any audit consultant fees incurred. Should the audit uncover
28 cost allocation or other improprieties from the joint marketing arrangement
26 between Pacific and PBLD. we will not hesitate to take the strongest action.
30 As staffing permits, Commission staff may also seek to participate with the
31 FCC on accounting safeguard audits covering joint marketing issues between
3z Pacific and PBLD.1*"
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The record before US simply does not support the findingthat there is no
possibility of improper cross-subsidization anywhere within Pacific's proposal
to provide long distance telephone service within California. Rather. the
record includes docurnents that purport to show cormpliant costing allocations
as well as documents that purport to show inappropriate allocations and
underlying methodology. As of this dare, the mandated audits have not yet
been performed. However. we do find that our requirements for separate
accounting records and for the examination of the cost allocation methodology
for the provision of intrastate interexchange telecommunications service.
pursuant to our affiliate transaction and cost allocation rules and O.P. 8and 18
of D.99-02-013.1°* will be integral in preventing, identifying and eliminating
improper cross-subsidization.']

61. There are also extensive information flows going from the BOC entity to the long
distance affiliate. and that the affiliate, for which the affiliate is not required to pay anything
remotely close to the full and fair market value. For example, Verizon operating companies
provide their long distance affiliate with unfettered access to the Verizon local customer base
and o the inbound customer-initiated contacts that arise asa consequence of Verizon's dominant
conrrol of the residential local service market in every in-region Verizon state. Competing long
disiance providers must engage in extensive advertising. direct mail. and telemarketing to
promote their service. and do not get anywhere near the quantity of inbound customer contacts &s
does the BOC. and those which 1XCs do receive are primarily the result of the IXCs' advertising

and other promotional ¢fforts. undertaken at considerable cost to those IXCs.

62 Customer acquisition is among the most costly aspects of an interexchange carrier's
oneration  Without the benefit of the embedded ubiquitous customer base that is uniquely

available to Verizon Long Distance. other IXCs must pursue active marketing strategies

81.Calif PUC Decision. at 257-258, footnotes omitted.
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